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II. INTRODUCTION
•

pc;ICjROQHD

snav:ely, lting , Aasociates, Inc. (WSDW) was retained. by the

GeoJ:'9ia Public Service ca.'i.sion (wGPSCW), to perfora an audit of

the cost allocations and affiliate transactions of the Southern

Bell Telephone and Telegraph COIIp&ny (WSouthern Bellw, WSSW or Wthe

ca.panyW) fraa 1988 to 1991. Tba SK~ auditors worked under the

direction of Don craig, Audit Manager of the GPSC.

This audit repr_ents one el~t in a seri_ of initiatives

taken by the Cc.aission to ensure the appropriateness of intrastate

revenue requir_nts as they could be affected by regulated versus

non-regulated cost allocations and affiliate transactions.

COncurrent with the Ccmaission's nece.ber, 1990 adoption of an

exper~tal incentive r89Ulation plan (WIDW) for the Company, the

Ccmaission initiated an effort to d_ign a _cbani_ tha~ will

_fequard ratePayers against probl_ of illproper charging of

expenses and cross-subsid.ization. This effort resulted in the

o developaent of an extensive record in Docket 3897-0 on the subject

of cross-subsidy and ca.'t allocations. Tbe co.ais.ion has

specifically addruaed one of the COIIpany I S enhanced services,

~ryCall·, in Docket 4000-U, and it bas addruaed Open Network

Arc:hi~eture in Docket 4 018-U.

on preai.. review of coapany recorda and operations was

conducted by the auditors between July 1992 and April 1994. Field

review was suppl~ted by nearly 300 foraal audit requests and

nu.eroua infor.aal telephone discussions. Audit results were
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discuased with Coapany repr..entative. throughout the aUdit, and

written preliainary audit finding. were provided to the Company

between P"ruary and May 1994. The Coapany provided the auditors

with written respons.., and clarifying discussions were held prior

to the finalization of all finding.. Draft copies of the findings .

in this report were provided to the Company in AU9USt 1994. The

Coapany's written Responses on th..e drafts cOllprise Part V of this

report.

sm" AlP OI.DC'l'XYIS or AtJI);[T

The C;PSC clefined the scope and objectiv" of this audit in ita

Request for Proposals ("UP") elated May 19, 1992, as follows:

Tbe scope of this audit will be limited'
to a review and evaluation of Southern Bell's
cOIlpliance with this COMMISSION's rule 515-3­
1-.101 as it pertains to the allocation of
costs between ita re9Qlated services and non- ..
regulated activities and to recording
transactions with its non-re9Qlated affiliate.
on the Ccmpany' s regulated books of account
for' the years 1988, 1989, 1990, and 1991.
SpecificallY, Sections 32.272 and 64.9013 of
the Federal COIIIlunicationa COHKISSION' s rule••

Objec1jiyes

(1) to have a review of the relationahip between
the Coapany' s regulated telephone operations
and ita non-rec;ulated activities and the non­
regulated operations of its affiliat..:

1ftis rule requires telephone cc.pani.. to follow PCC rul..
governing cost allocations and affiliate transactions.

2FCC affiliate transaction rule••

~CC coat allocation rules.

II - 2



i--
,.

(2)

(3)

to learn whether as a r ..ult of the.e
relationships Southern Bell's regulated
custoaers are protected froa cross-subsidy,
the regulated OPerations are receiving
adequate support and the level of charge. froll
the .ffili.tes are reasonable taking into
account the appropriaten_. of the .ethods of
allocation;

to learn wbether or not opportunities exist in
the.e organiz.tion.l .nd operating
rel.tionship. for realizing raductiona in
oper.ting expense or for increa.ing operating
revenue;

(4)

(5)

to get quantification of the achievable
.aving. a••ociateet with reduced operating
expens.. or increased revenues and any
po••ible adver.e effects as.ociated with the.e
••vin9·;

to receive recOll1leDdationa for iDatituting the
cbange. n.c....ry to achieve tho_ .aving_ or
illprov~t;

(6) to bave a .pacial revi.w within the .cope ot
the affili.te transaction rules of the
purch.sing, .upply and warehousing function
provided by non-re9Ul.ted .ffili.te. to the
revulated OPerations in Ge0Z9i., inclUding a
review of the independent auditor's workpapers
in r89.rd to the att••t .uciit ot the BellSouth
cost allocation manual for the yean 1988,
1989, 1990 and 1991;

(7) to learn whether or not inflated costs were
recorded in Georgia's r89Ul.ted books for the
purchasing, supply and w.rehousing functions
provided by non-re9Ulated affili.tes;

(8) to receive a report of .11 instance. of non­
coapli.nce with this COIIIIISSIOH' s rule.
concerning transactions with .ffili.t.. (FCC­
section 32.27), allocation of co.t. between
regulated .ervic.. and non-r.gulated
activiti.. (FCC - Section 64.901) and all
indications or inatances of ille9al acts that
could r ..ult in criainal pro.ecutions (the.e
may De reported .eparately).
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The p.cleral· Cc.aunications Cc.aission ("PCC") require. major
•

local exchange carrier. to file and ..intain a Cost Allocation

Manual ("CAM") providine; de.criptive inforution regardine; their

~llocation of co.ta between regulated and nonregulated activities.'

'lbe FCC al.o require. _cb carrier filine; a CAM to have an

independent auditor verify _cb y~ that ita regulated reports are

fairly pre.ented in accordance with the CAlI and other FCC

regulations. 5

INrinc; the period of the aw:1it, Southern Bell was .ubject to

the CAM filed by ita parent, the BellSouth COrporation ("asC").

The aw:1itor. were 9iven acceas to the CAlI vorkpa~. and report. of

asC·. independent auditor, Coopera , LybraDd ("eiL"), at the out.et

of their work. '!'he auditor. al.o revi_ed related internal audita

perfor.e4 by Coapany personnel.

Tbe auditors revi_ of CiLls workpaPerS aDd internal .udit.

provided th_ with a basi. for focusinC) their efforts in an

efficient aanner. Tbe auditors were thus able to avoid redundant

. review of ar_s routinely audited, and concentrate on aspects of

the coapany·. operations which receive l ..s critical attention.

'Code of P.claral ReCJulations, Title 47, 164.903.

514., 164.904.
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S9JJ""DN BILL MCJqjBQQHD
•

During the audit period, Southem Bell was a regulated carrier

provieling a variety of local exchange and interexcbaDge .ervice. to

acre than 8.5 Jlillion cuatc.ers in ar_. of Plorida, Georgia, North

carolina and South carolina. Southam Bell'. parent, BSC, was also

the parent corporation of the South Central Bell Telephone Company

(MSCSM), another requlated carrier, ancl various nonregulatad

.ub.ieliarie. engaged in buain.. other than the provision of

reCJU1atect local excbange service.

1Nrin9 the audit period, SS aDd sea jointly ownecl BellSoutb

Service. (M88SM), which provi4ed services on a C?eDtralized ba.is.

Bffective January 1, 1992, SS, SCB and 88S vere -qed into a new

requlated carrier, BellSouth '1'elecoaaunicationa (MJSSflIM). Detailed

organization charta covering the audit period trOll the BSC Cost

Allocation Manual (MCAMM) appear in Appenclix B.
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·'
1. The special tax benefit. of~ CoJIpany'. Leveraged

_loy- Stock ownerahip Plan mould tlow to
regulated qparatigD'.

SU·'a

8ellSouth Corporation i. obtaininq a .ub.idy by allocating

leveraged ..ploy.. .tack ownerabip plan (-LESOP-) co.ta to

re9'ulated operationa while retaining the related tax advantage. at

the corporate level. Although 8ellSouth Corporation allocates a

..jority ot LESOP co.t. to ita regulated .ub.ietiarie., it retaina

all of the .pecial tax aclvantage. a••ociated with I.ESOP 'l'ru.t .tock

dividen41 at the nonregulated corporate level. 'rbi. i. a ail1latch

ot co.ta and benetit.. The Geoqia intrastate portion ot the.e tax

benetita tor the 1990 - 1914 period i. uta-ted to be $6.1

.illion. The Georgia Surveillance report should be adjusted to

flow LESOP tax benetita to regulated operationa.
•

Criteria

The audit =jeetive in this ar_ va. ~ at.rain. it t:ha

nonr.9'u!ated corporate parent, BSC, i. obtaining a .ub.idy by

allocating LESOP co.ta to regulated operations While retaining

as.ociated tax aclvantag_ at the corporate leval. 'rbi. evaluation

inclUded an analy.i. at th. ba.ic LESOP Trult'••tock purcha••• ,

the econOJlic ...uaptiollll \lied by th. Ccaapany to .valuate the

initial LESOP plan, .lIb_quant .tack~o~, inter••t on LESOP

nota, tax .aving. a••ociated with LESOP .tack dividanda and the

additional allocation ot COlt allociated with the plan to Georgia.
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.. Conditipn

In. 1990 the COIlpany ~l~ted a leveraqed employee stock

ownership plan (LESOP). The plan revolves around a trust. The

.. truat ))orrowed $850 million and purchased an equivalent amount ot

BSe cemaon stock to be used in the future a. an -.ploy...aving.

plan benetit. As -.ploy... place JIOney into a .avinq. plan, the

trwit provides ..tchinq contributions at specified percentage. in

the form of BSe stock. The LESOP plan was approved and iIlpl_ented

uncler the a••umption that the qrowth in .tock price and divid.nd.

a••ociated with the purcha.ed .har.. would red.uce BellSouth I s

ov.rall cost of providing benefit. to its .-ploy•••• '

Th. int.r••t and principal on the loan taken to purchas. BSe

.tock i.· charged to the operating coapani.. a. a -Benefit expense­

and r.corded aDove-th.-lin. as operatinq expans.. Any marJeat lo.s

on th. value of the original .tock purchas.. is also charg.d to the
e.

operating ccmpanie. and. their requlated custoaer. as an operating

"rhus tar this has not been the case. The plan will cost
Georgia's regulated cuatoaer. about $24.4 million ($18.3 million

. intra.tat.) in incr.ased benefit .xpenae above what would have be.n
charq.d had the plan not been iJlpl_nted for the 1990-1994 period.
The plan's .conoaic .valuation anticipated that BallSouth' s .tock
prices would incr.... at a rat. ot 6.5 percent per y.ar. On. of
the Company's LESOP Plan as.uaptions was that the 1991 .tock pric.
would be $59. 50. This a••uaption l.ads to a for.casted stock price
of $63.37 and $67.52 for 1992 and 1993 r ••pectiv.ly at the 6.5
perc.nt a••u.ad qrowth rat.. Th••ctual 1991 av.rage stock pric.
was only $49.80, while the 1992 .v.raq. stock pric. was $53.70.
BellSouth's 1993 end-of-year stock pric. w•• approxt.at.ly $58.00
per .har., which is about 20 percent 1••• than what was anticipat.d
in the planI. econemic .valuation.

Th. anticipated incr.a.. in BellSouth' s stock price was
int.nded. to off-set th. int.re.t expen.. re.ul~ fro. the $850
million loan. In r.ality, stock price. fell rather than increased.
Con••qu.ntly, the LESOP incr••••d employ.e ben.fit expenses rather
than reducinq them.
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~nae. Finally, any other incr....s coabl are charged to th.

requla1;ed operatinq co.panie. a. benefit expezwes. Divid.nds

.,.

raceived by the trust on the BSC cOJII1Ion stock are nett.d against

th. benefit .xpen.es chargecl to the operating compani••• 1 BSC

receivu a .pecial tax deduction for the dividends it pays to the

trust •

The aw:lit deterllinecl that BSC i. retaining, at the corporat.

level, the special tax deductions associatecl vith divid.nds on the

stock purchased by the LESOP trust, while allocatin9 trust expen•••

to Geoqia •• custoaers aa part ot BSC' • allocation of employ••

benetit expens••

Although the LESOP vaa design.d to provide benefits tor 13

y..rs, the Coapany only provicle4 LESOP utiaates of coat, divic1enda

and tax intonaation through 1994. This becaae the baai. for a five

,year audit .valuation. (5_ Appendix C).

Ett·ct;

The tax aavift9a aaaociatad with GeorcJia •s portion of the

divic1end dee!uction btinv r.tained at Bel1South tor the 1990-1994

perioc1 is $8.1 aillion dollara ($6.1 aillion intrastat.).

CAUN

·Retaining LESOP divic1tnd t;ax _vings at asc, vbil. allocating

LESOP expensu to the individual coapani.s, was a corporat.

1'l'ht annual int;.rut alone. ia approxiJlat.ly $30 Ilillion more
than th. divid.nd. rae.ivee! by the trust.

III - 3
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deci.ion•

•

Bacq=en4ation

The auditors reca-nd that the tax AVinq. aaaociated with

LBSOP atock dividanda be includacl a. an acljUlltMnt to Gaorqia -s Net

Operating Inccaa ("NOI") aa reported on the Gaorfiia Surveillance

Report. A ona tiJla NOI acljuatJlant of $6.1 aillion should be

included in Gaorfiia- a Surveillance Raport to reflect Gaorqia -a

intrutate portion ot the 1"0-1'94 tax aavinqa. Alao, an Oll9oinq

NOI adjustJIent ot at l_at $1.2 aillion ahould be ..de each year.

An alternative to an annual $1.2 .illion adjUlltJaant would be to

require the Ccmpany to incorporate an adjUllt1lent coaparable to the

appropriate I.ESOP divic:lend tax c:lac:luction in future Gaorvia

raqulatac:l tax calculations.

Thia auelit rac~nc:lation is baaac:l on the praai_ that if
•

raqulatac:l cuatcmara are require to provic:la revenue to cover allot

the coat for their portion ot the LESOP Plan, then thoae ....

cuatoJlar. ahould share in any off-aettincJ tax banafit. available

becaUlla of the plan. It ia UIportant to note that tba auditora are

not proposing to exclude any LESOP expanaea froa tba rat.-aking

proc_., but that we atronqly reca.aand that: all t:ax .avinga

aaaociatad with the plan be usacl t:o reduce the expense of the plan

whenever poaaible. The COJIpany-a position is that it should retain

the tax advantage of the plan bacaUlla SSC "aiqnac:l" for the LESOP

Loan frcm Jlorfian Stanley, althouqh the local Operating Telephone

COJIpany ("aTe") .uat aa.mae the riaks anc:l coata a••ociatacl with the

III - 4
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loan. and value ot 1:ba .tock purcbaHd.. '!'be OTC i. obli9ated to

cQIIPeIUNlU BallSouth tor all .-ploy_ benetit expense a.aigned

(inclwU.nq intereat on 1:ba loan and loa. in atock value). SOuthem

Ball' • .ana9~t c10ea not bave the option ot not payinq BSC tor

any expense ••aigned, .. BSC ia the -owner- at Southern Ball and

South central Ball, and d.ictatea policy. The- COIlpany'. position

relatine) to the loan liability and retention ot 1:ba tax .avine)a baa

no -.rit.

Pinally, t:ha cmapany claiM 1:.bat caAP ~ire. that - the

nonracJU1atad. parent retain the tax benetit. GAAP 40es not control

rat_a kill9 aDcl should not be usacl as a justitication tor

ai_tchine) coat. and benetita between noftZ'a9Ulated aDcl raqulatad

oparationa.
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2. The Ccmpany haa achieved a ai9llificant croas­
aubaidy froa it. r~ated operations and BAPCO to
its nonrequlated operations a. a reault of its
filinq of consolidated tax r.turns. The cumulative
tax aavinga should be decluctecl frOll the COIlpany's
rate ba'••

Southam Ball i. a signatory to an avre-nt unClar which it

cb.ar9- incoaa tax.. to its ra9\llatad operations at a rate that

axceada tha actual tax rata of tha consolidated c;roup of which it

i' a -.ber. aa,ultinq axe... tax.. ara uanafarred throuqh the

corporata parant to unprofitaDl. affiliata. which ara al.o Jlallber.

of tha conaolidated group. Tha.a transfer., whieJ1 ara actual cash

payaants froa tha regulatad oParationa to 'the nonravulatad

operations, halp financa the 10.... of BSC" nonrequlatad

operations. If nonr.vu1at.d operations eventually baCOJle

profi'taJ)l., future taxa, will be paid out of futura revenu••

without any racognition of the fact that regulated operation,

helped financ. early 10..... If nonraCJU1atecl operations ruain

~profit;al)la, ravuJ,ated operations will continu. to financ. th.ir

10'_' until the unprofitaDl. operations are di.continued. In

eithar ca.a, thar. i. a .i9ftificant cro••-.ub.idy froa requlatad

operations to nonraqulatad operations. Tha awlitor. raco_and that

Georvi~~. ahara of tha C\DIulativ. tax _vinq. raaulting from tha

filing of conaolidated tax raturns back throu9h 1984 be deduct.d

froa Southern Ball - GeorgiaI. rate ba.a.
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one of the objective. of this audit was to learn whether, as

a r_ult of the relationship between the Coapany' s regulated

telephone operations and the nonrequlated operation. of it.

affiliate., southern Bell'. regulated custcmer. are protected fro.

croaa-aul:»aidy. The cOlllLia.ion baa defined croaa-aul:»sidy aa any

action undertaken by SM' which reaulta in anuncleratat..ent of

intraatate reCJUlated revenues or an overstat~t of intraatate

regulated expens.. or inv_tment for SM'.·

Cgnditign

'!'be auditors identified a tax deduction _aociated with the

CaapanyI. leveraged -.ploy.. atack ownership plan ("LESOP") being

taken by BSC which va. not being shared with revulated aul:»aidiarie.

auch aa Southern Bell. The revuJ,ated operations in "orgia

received no benefit fraa this tax deduction even though they

absorbed the Coat of the LESOP.' The auditora alao identified a

.aituation in which the coapany obtained an inter_t income benetit

which vaa taken below-the-line even though a portion of the related

coat waa recorded above-the-line .. an aCCUllulated deterred tax

debit. Consequently, the auditors detU'llined that it vould be

approp~iate to coapare and atteapt to reconcile the parent

coapany I a Fecieral incOJae tax return to the Georvia Federal income

~t No. 3987-U.

'The LESOP is the sul:»ject ot Finding No.1.
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tax r~t.urn.10

~ing the cours. of the atte.pted.
1

reconciliation the auditors

were info~ that profitable subsidiaries such as Southern Bell

pay their tax liabiliti_ to BSC, but BSC eloes not pay all of these

funcla to the Feeleral governaent. A portion of the fund. collectacl

froa the profitable subsidiari_ is elistributed to unprofitable

sub.ieliaries.

BSC file. a consolidated. Federal tax return. Its eligible

.ub.idiaries include Southern Bell, South Central Bell, BSS, BAPCO

and other nonrequlated and international sub.idiarie.. The.e

coapani_ .igned an aljJre~t titled -consolicla":-ed Federal Inco_

Tax Allocation Policy (-CFI:TAP-) under· which each company coapute.

its annual Federal incoae tax expanse on a -stand-alane- basis a.

if it were not a -..bar of an affiliated group filing a

consolidated tax return. BSC collects the stand-alone taxe_ from

its profitable .ubsidiarie. and transfers a portion of the funds to

it. unprofitable subsidiari_ a. described above. The taxes

·di.tributed to the unprofitable subsidiari.. are not, and never

will be, payable to the govarnaant. BSC's fint consolidated

Federal tax return vas its 1984 return.

In the context of this finc1iD9, it is iaportant to understand

the relationship of Southern Bell to BAPCO since BUteO. tax expense

has an iJlpact on Southern Bell of Georgia'. intrastate regulated

net incOlla.

BAPCO i. a nonraqulated. affiliate treated a. raqulated in

1~is reconciliation i. the subject of Finding No.3.

III - 8
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Geoqia. Under the terms of an aqre~t between Southam Ball and.
BAPCO, Southam Bell receives a significant portion of BAPCO's

revenue•• '!'he aqreaaant provides for a 45.26 percent revenue

.maring factor (publiming ~_) frOll BAPCO to Southam Ball. The.e

revenuas are incluclad in Southern Ball - Georgia' • regulated

earnings. The Georgia PSC requir.. additional iaputations that

r ..ult in a BAPCO publishing f_ of 50 percent (instead of 45.26

percent) and an imputation of 50 ParCant of MPCO's income over a

10.15 percent Return on Inv..taeDt.

'1'be.e adc!itional illpu'tationa are done IIOnthly aDd adjU8t:aenta

are ..de to the Georgia Surveillance Report. The iaputation of 50

percent of u.PCO incOJaa over 10.15 percent is _surad after taxes.

consequently, BAPCO I S incOJl8 tax expanse is tr_tad a. requlated

cost and bas an impact on Georg-ia I s ravulated net income. The

higbar BAPCOs incOll8 tax expanaa, 'the lover Southam BIf!1.l ­

Georgia I s regulated net incOJaa. Since MPCO is a signatory to the

CFI'1'AP, it I S incOJl8 tax.. are al.o ca.aputad on a .taDd-alone basi.

and therefore .ubject to tranafer to unprofitable operations.

The audit period tax liaDility IP'_ry below is ba.ed on

individual annual auwmari_ provided by the CQJIPBDY.
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BellSouth corporation and Subsidiaries
Tax Liability swmary

1988 to 1991
($000,000)

pelcript;ipn

to

1.
2.
3.
4.
5.
6.
7.

8.
9.

Tax Liability of Bell South servic_
Tax Liability of South Central Bell
Tax Liability of Southern Bell .
Tax Liability of other Profitable Operations'3
Tax Liability of Honregulated Lo•• Operations
Total
Tax.. Collected by BSC

(Ll to 1,4)
Tax Di.tribution. to LoI. Operations
Tax Liability to Govermaent

$ 48'2
1,315
1,650

350"
(280) 15

$3,083

3,363
(280) 16

$3,083

This tax liability .~ry deaonstrate. tbat.$280 million of

o taxe. were collected frcma profitable operations imcl di.tributed to

unprofitable affiliatea cluriJU) the 1'88 to 1'91 audit period. The

revenue requir..-nt effect of the $280 million tax distribution i.

$424 a1llion at a 34 percent tax rata ($280/.66 • $424). The
•

auclitor. estimate that $44.7 million of the $280 million

di.tribution i. attributable to Southern Bell - Georgia. This

would equate to a $67. 7 Jaillion revenue requir~t at a 34 percent

"It_ Ho. 1fJH-29, Suppl~t.

12COIIP&JlY tr_ta BellSouth Services a. regulated, for the
purpose of this .n..ary.

13Includ.. BAPCO and other nonrecJUlated operations.

Uay subtraction baaed on the $280 on line 5.

'Ssu..ary level nuaber basecl on Ftabruary 10, 1"4 interview
with Coapany personnel. Proprietary fivur- were shown to aUditors
and than witbclrawn.

''s~ry level naber base on Ftabruary 10, 1994 interview
with Ccaapany per.onnel. Proprietary figures were shown to auditors
and than withdrawn.
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tax rata•
•

Tbe Coapany a••ert. that the $44.7 million aaount attributed

to Georvia i. ";ro••ly overestiaated since it was basad on total

nonregulated 10.... for the entire period 198. to 1991". The tax

li&Dility .lmmlry above indicat.. that the posit~ve tax liabilities

of the other Profitable Operations (line 4) exceed th. negative tax

liabiliti.. of the Nonre9\l1at.ad Lo•• Operat.ions (line 5). However,

the other Profitable Operations figure includ.. BAPCO, who.e

earning. are treated. a. regulated in Gaorvia. The auclitor.

request.ed, but were denied, acc_ to the BAPCO tax liability

nUJlber. and thus are unable to deteraine the P9rtion of the $350

aillion tax. liability of Otbar InCOla8 Operations which is

att.ributa1)le t.o BAPCO.

The table below show. the annual nat tax liabUitie. of BSC'.

ncmr89Ulated OPerations for the 1••• to 1••1 audit Periocf. As

explained above the.. aaounts include MPCO ruults even though

BAPCO is treated a. r89Ulated in Georqia.

Annual M.t Tax LiaDility
of oth.r Profitable Operations

and Monrequlated Loss Operations
1'" - 1"1

($000,000)

19l.
1"9
1"0
19'1

AM!JDt

($17.6)
35.3
12.7
40.2

~ first year (1'8'), abowa a ft89ative aJIOUDt, which JIeans

that, .V8l1 with the inclusion of MPCO in nonr89UJ,ated OPerations,

10•••• exceed.d profit.. Th. auditors v.r. info~ that in 1991

III - 11.
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the C~llular operation becaae profitable, but that does not account
•

for the .ignificant turnaround in 1989. Since the auditors were

denied acce.. to financial information concerning any nonregulated

a~filiate, they can only speculate a. to the cause of the 1989

turnaround.

The 1989 turnaround appears to have r_ultec:l frOJl the

coapany'. reintegration of Advanced sy.t_ Inc.'. CPE line of

):)usine•• back into Southern Bell a. a nonr89Qlatad line of

l:>uaine.. • CPE, a. explained in FindinCjJ No.. 3 and 12, wa. an

lUlprofitable operation. Hance, the reintavration of the cn

):)usin_. into the regulated coapanie. would ~ve incr...ed the

collective net profit of the nonr89\llatad affiliate.. It al.o

appears that a ..jority, if not all, of the nonragulatec:l profits in

the year. 195)0 and bafore (i. e. ):)ack to 1984) were provided ):)y

BAPCO. Thus, for the period 1984 to 195)0 BSC·. reCJdlated

operations and BAPCO financed the lo.s.. of allot BSC' s

nonre;ulatad'attiliat.. (includinCjJ the Cellular operation) through

'the transfer ot tax funds collected under the teras ot the CFITAP.

The e.timates di.cussed in the tindinv have 1:teen ..de at a

.~ry level because the infor.-tion provided 1:»y the Coapany was

at a .~ry level. No specitic tax intoraation relating to any ot

BSC·. nonregulatad sub.idiari.., including MPCO, was provided.

The .,..ary inforaation upon which th_ _tillatas were ):)a.ed was

only shown to the auditor. one tu.. It was not, like certain

other proprietary intormation, retained in a rocm availa):)le for

aclclitional review, although the Caapany has o~ferec:l to make it

III - 12
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availlaDle for further revi.w upon reque.t. SSC would not release
•

propri.tary information to th. po•••••ion of BellSouth

T.l.e:e-aunications evan under the teras of a propri.tary ac;ree.ment.

Eftect

The .tand-alone tax calculations and the Ccmpany' • CFITAP

r ..ulted in a siqnificant cross-subsidy fraa profitable regulated

operations and BAPCO to unprofitable DOnr~ated operations.

Be9inniD9 in 1984, func:la provided by r~ated operations were

transferr.d to nonr9C)Ulated operations. Cons.quently, th. initial

lo_s of all nonregulated subsidiaries, whether. they suDsequantly

bac_ profitable or not, were subsic1ized by r9C)U1ated operations.

The aaount of the subsidy prior to the auc1it period was not

available to the auditors. Durinv the 1988 to 1991 audit period

the suDsidy was $280 aillion at the BSe lavel and $44.1 at tfte SB­

(;a. lavel. 17 The equivalent revenue requir~t eff.ct. at a 34

percent tax rat. are $424 aillion and $67.7 aillion respectively.

The .ubsidy extendinV back to 1984 is undoubtedly much larger.

Although the Coapany doe. not dispute the fact that tax funds

ware and continue to be transferred froa profita):)le to unprofitable

subsidiaries, it di.aqrees conceptually that the .tand-alone tax

calculations and CFITAP raaultad in a .ub.idy frOJI raqulated to

nonregulated operations.

'1'ha coapany balieve. that if any recognition i. Viven by the

17 $280.0
154.0

44.1

100' BSC
55' SM'
294 SM' - (;a.
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regulated operations to the transfer of tax fun4a to nonregulatad

operations this would produce a subsidy to the r8C1Ulatecl operations

froa the nonregulatecl operations. '!'be auditors disagree. 'l'bis is

a .atter ot substance over tona. '!'be substance ot the transaction

is that the cash tlows troa regulated operations to nonregulated

operations.

'!'be table below provides an ex••ple ot the cro.s-subsidy from

regulated to nonregulated raulting frOll the WIe of the stand-alone

tax calculation coJlbined with consolidated tax returns under the

terJU of BSC' s CFITAP. It is baaed on an exa~le provided by the

coapany and utilizes a 35 percent tax rate.

ax-.ple of Subsidy
Raaultinq Praa Stand-Alone 1'ax calculations

,nc! CQnaqli4a1jtM! Tax BGurnI

Year 1
SSjand-Alpn •

Taxable Incc.e
Tax Liability at 35'
Cash Trenaferred to
Nonrequlated"

Tax Paid to Govarnaent

Baqulataci

S 35,999
12,259

( 3,599)
$( 8,750)

IJpnrM\1latttd

1(19,999)
o

3,500
o

9m2' j".,..,

1 2;,999
8,750

$( 8,750)

Year 2
SaM-AlpM

Taxable I~
Tax Liebility at 35'
Cash Trenaferrecl to
lJonr.,w.ated

Tax Paid to Goverzment

1Isubaicly

o
$(12,250)

III - 14
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S 19,°80
3,5 0

o
$ ( 3,500)

S 1;,°90
15,759

o
$(15,750)
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'!'be croa.-.ubsidy occurs in the first year wben the.
nonregulated .ub.idiary 10... $10,000. cash of $3,500 ia

tranaferred froa the requlated operations to the nonregulated

operations thua sub.idizing the lo.s. In th. aecond year, wben the

noDra9Ulated operation becoaes profitable, it pays tax.s out of ita

own inccme to the governJlant.

Under the teras of the CFITAP ccabiMd with stand-alone tax

calculations, the r.gulated operations aubaiclia. a portion of the

initial 10.... by being charged with overatated tax.. and then

distributing th. exce.s aaount to the unprofitUle affiliates. '1'be

subsidy is penaanent since any future tax~ will be paid out

of the affiliat.'s future earninvs if it beca.es profitUle.

However, if th. nonr89Ulated affiliate beCOlt8S profitable, non. of

the ncmregulated profita are _sivned to the r8CJUlated operations.

Regulated OPerations will bav. financed early 10_ and !torn a

portion of the risk as.ociated with th. .uce- of th. operation

without any ahare of th. profitable outCOM. If, on th. other

. band, the unprofitable .ubsidiary n.ver beca.es profitable, the

regulated operations ..rely continu. to finance 10.... until the

unprofitable .ub.idiary i. di.continued. In .ither case there is

a cro.s-subsidy.

SlM'

This cros.-.ubsidy re.ulted frca the cc.pany' s d.ci.ion to

adopt a Cl'ITAP requiring stand-alone tax calculations and the

di.tribution of th. exc••s tax.s fraa profitable .ub.idiari.. to

III - 15
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unprofitable sw.idiaries. As indicated above, this began in 1984 •
•

The FCC's Part 32 was initially apl~ted in 1988. Rule 32.27(e)

r.quir- the u_ 'of stand-alone tax calculations for carriers who

are parti_ to consolidated tax returns. Th.refore, the companyI.
decision and subsequent strict adherence to FCC Rule 32.27 (e) cause

the cros.-subsidy d••cribed in this finding.

Bac. mJ4atioo

The auditon recem.end that Southern Bell - Georqia' s share of

the cuaulative net tax .av!n9. reaultin9 fraa BSCII filine; of a

consolidated tax return be used as a rata 1:Na_ reduction in the.
Surveillance Report. Thi. calculation should be 1:Naaed on all year.

froa 1'84 to Clata. '!'hi. will "r-=ovnize the nonrec;ulated 10••••

which have been .ub.idized by rec;ulated operations.

As indicated in the findine;, .-ounu prior to the audit p6riod

were not ..de available to the auditon. The Co1Ipany .hould be

instructed to provide th_ DountS. The UIOunt for the audit

period i. $44.7 Jlillion. '!'he additional UIOUDU for the four year.

prior to the audit Period aDd two years subaequent t.o the audit

period will reault in a rate1:Naae reduction siCiJDificantly greater

than $44.7 .illioo.

on. a e;oiDCiJ-forvard 1:Naais, the Ccmai_ion baa two available

options. First., to recOCJIlize the tax loa_ in the calculation of

the surveillance Report tax expense calculation. Altematively,

the Cc.aission could -.rely cont.inue acc:uaulatine; the net tax

.avings as a rata ba.e reduction.

XII - 16
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latter approach on a going-torward basis.

The recomaanclad approach was initially propo_cl by the

Internal Revenue service in propo.ed regulations relating to

.ections 1.167(1) - l(a) (7) and 1.268(i)-1 regarding the treatment

ot consolidated tax .avincJ. by pu!:»lic utiliti_. The_ propo.ed

regulations were .ubsequently withdrawn. Hevertbel_., it wa. the

IU I. po.ition that .uch an acljuataent would not violate the

nonaalization rule. ot the Internal Revenue COde, wherea., an

acljuatJlent to the tax expenae to account tor consolidated tax

..vinCi. would have violated noraalization rul_. Since the.e

propo_d r89Ulations have been withdrawn, the Cc.ai••ion is tree to

make any adjuat3Dent it d_ appropriate relat1ncJ to consolidated

tax .avinq.. The auditor. believe that the rate base reduction ot

the cwaulative tax savinCi. i. the .o.t theoretically correct with

re.pect to pa.t .ub.idi_. A continuation ot thi. approach on a
•

goinq torward ba.i. would r_ult in a .ingle approach being used

tor Surveillance Report purpo._.

III - 17
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Su,.ry
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..

IncClle tax .xpena. cbarved to regulated operations
Mould not be used to .ubaidiz. the 10•••• of
nonregulated product. and .ervic.. offered by
sput;b,lrn Ball Georgi. ,

During th. 1988 to 1991 audit periocl, South.rn Ball - Georgia

.ub.idized $19.5 aillion of 10._ incurred by it. nonr.gulat.d

lin.. of busin••• by incr...inq the taxu charg.d to ita regulated

busin.... '!'h. auditors r.cc.mencl that on a 9oin9 forwarct baais,

the adjWl~t. to total coapany ancl regulated tax expen•• r.latin9

to nonr8CJUJ,at.d lin.. of busin••• be liaited to .ubtractin9 tax..

r ••ulting frOll taxable incoaa - not 10.... - of nonr'9Ulat.d lin.s

of buaineas. Th. auditors r.c~ that the $19.5 aillion .ubsidy

duriDCjJ 1:.ba audit period be _t up a. an accuaulatad CS.f.rred debit,

with the corruponding cr.dit tp nonragulated tax_. '!'h.

accuaulated CS.f.rr.d tax ..ount should be cleduct.cl froa rat. ba••

and aJIOrtized back into r89Ulatad incoa. over a four-year period.

Critari.

'1'.l.ca.aunications coapani.. in Georgia _y not WI. currant

revanu.. earn.d or expens.. incurred in conjunction with ••rvic..

• ubj.ct to r89Ulation to .ub.idiz•••rvic.. which are not regulat.d

or tariffed." One of the obj.ctiv•• of this audit was to learn

wheth.r Southern Bell' s regulated custoaars ar. prot.ct.d froa

cro.s-.ub.idy. '!'h. Comaission has d.fined cross-subsidy as any

action undertaken by 8ft which r ••ulta in an under.tAt_ant of

"O.C.G.A. S.ction 46-2-23(9).
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- ...........:,:,;



-t--

• o'

intrastate regulated revenue. or an overstat~t of intrastate

r8CJUlat~ expen8e. or investJlent for Sft. 20

CgnditigD

Southern Bell Qeorgia provid.. both r8C)U1ated and

nonr8C)U1ated products and _rvices. OUr review ot the Company'.

inCOlla tax calculation indicates that the Coapuy calculate. it.

Fecieral tax axpan.e at the total coapany - Georgia level including

its regulateci and nonr89\llatad busine••, and than JUke. various

adju.t.ants to arrive at the Pederal incc.e tax inclw:led in the

Surveillance Report. When a nonr8C)U1ated line ot busin... (LOB) i •.
protitable, the total coapany - Qeozvia tax axpanaa inclUdes a

po.itive UIOUnt tor the incoJl8 tax_ r_ulting frail the profits ot

the nonra4JUlatad LOB. One ot the Coapany's adjustaants to arrive

at the Surveillance Report tax axpanae i. to .ubtra~ the

nonre9\llated incOJl8 taxe. froa the total COIIpaDy tax axpanaa. Thi.

is an appropriate adjuataant since it repr_ants actual tax expense

incurred by the nonr8C)U1ated LOB which should not be charged to the

regulated operations. 21
,

When the nonr8CJUlatad LOB l~ aoney, a Da9ative tax expanse

aaount i. incluCSed in the total Coapany tax expanse. Consequently,

the Ccmpany'. adjuabaant diacuaaad alxwe r_ults in an addition to

the total Cc.pany tax expanse when the nonragulated lin_ of

~kat Ho. 3187-U.

z'other aapacta ot the tax calculation for Georvia'. regulated
operations are addre••ed el_wbere.
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buainu. lo.e money. Z2 The incr_ed aaount i. charged to the
•

regulated operation'. tax expense. However, the funds derived froa

this increa.ed charge to regulated operations are never paid to the

gov.rzment a. tax.. , but ..r.ly ••rve to off••t the 10.... of the

nonregulat.d LOB.

Th. table below providaa two u-apl.. duaonatrating the

coapany'. tax adjua'blents for ita nonregulated operations. Both

.x-apl.. a••Wle that the regulated operations bave taxable income

of $15,000, and that the Pederal Incc.e 'rax rat. i. 35 perc.nt.

The first colUlin a••uae. that ~ nonragulatad LOB had taxable

incoaa of $300. The ••cond coluan _.uae. that. the nonregulat.d

LOB incurred a 10•• of $3,700. D

Ex-aple of cc.pany'. Inccme Tax
selgulat;iqn far Bqpragulata4 BYline,.

Nonragulatad Honraqulated
DMWipt:ign :Inpo- !P,••

CA) ca) CC)

1. RavuJ.ated H.t Inccme $15,000 $15,000
2. Nonregulated N.t Inccme CLo••) 300 ( 3,700)
3. Total N.t IncOlle (Ll + 1.2) $15,300 $11,300
4. 'rax Rate 35. 35'
5. 'rotal cQIIPaDy 'rax Payable to

c;overnaant (LJ x IA) $ 5,355 $ 3,955
6. Coapany Adjuataant for

Nonrequlated (1.2 x IA) 105 ( 1.295)
7. 'rotal 'rax.. Charged to

Regulated (LI - L6) S 5.25Q S 5,250

Z2t1a~tically the .ubtraction of a necJativ. aaount r ..ulta
in an addition. Thi. va. confir.ed by th. auditors' review of the
coapany'. calculation of ita 1991 Georgia FI'l' expanse. Th. review
indicat.. the coapany added $6,362,148 of tax.. a••ociat.d with
nonraqulatect 10•••• to arrive at the Surveillance Report inco_ tax
expense charged to Georgia rat.payers.

ZIIrb..e axampl•• are dra1m froa an axaaple provided by the
Cc.P&ny.
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